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INSURANCE-LIABILITY OF AN INSURER IN
EXCESS OF THE POLICY LIMITS FOR
BAD FAITH OR NEGLIGENT
SETTLEMENTS
INTRODUCTION

Generally, liability insurance policies contain provisions
which grant to the insurer the sole right to determine
whether a claim against the insured, which falls within the
coverage of that particular policy, should be settled or litigated.
Coupled with this right to settle or litigate is a
corresponding duty to defend; even if the suit brought is
A sizeable amount of
groundless, false, or fraudulent.'
litigation has arisen where an insurer has had an opportunity
to settle a claim against the insured within the policy limits
but has refused to do so and subsequently a judgment is
In these situations
rendered in excess of the coverage. 2
the insured has often sought redress in a suit for damages
against the insurance company for that portion of the judgThe rationale
ment which exceeded the actual coverage.
on the part of the insured is that his liability could have
been totally extinguished had the insurer accepted the offer
to settle.
Oftentimes the insurer may realize his own
liability but choose to litigate in hopes of receiving a favorable final ]udicial determination or even a lower settlement
figure.
Furthermore, when the policy limits are quite low
the insurer may adopt a casual attitude toward defending.
The questions frequently involved under these situations are:
(1) how and (2) under what circumstances may an insurer
be held liable for that portion of the judgment which exceeds
the policy limits.
RESPONSIBILITY OF AN

INSURER

The issue of an insurer's responsibility arises when con1.

The usual policy

provides: "As

other terms of this policy
the insured

respects the insurance afforded

the company shall

(a)

by the

defend any suit against

alleging such injury, sickness, disease, or destruction and seeking

damages on account thereof, even if such suit is groundless, false, or fraudulent;
but the company may make such investigations, negotiations, and settlement of
" Keeton, Liability Insurance And
any claim or suit as it deems expedient;
Responsibility For Settlement, 57 Ht- v. L. REv. 1136, 1137 & n. 1 (1954).
2. Sprihger v. Citizens Cas. Co. of New York, 246 F.2d 123 (5th Cir. 1957),
Henke v. Iowa Home Mut. Cas. Co., 250 Iowa 1123, 97 N.W.2d 168 (1959).
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flicting interests must be served in conducting settlement
negotiations.
In a number of the early judicial decisions there can
be found language suggesting that in absence of terms imposing a duty to accept settlement offers falling within the
policy limits, the insurer could not be held liable for a
An example of a
judgment in excess of those limits.3
finding even more adverse to the interests of the insured
appears in LevLn v New England Cas. Co., 4 wherein the
insurer threatened to allow the case to go to trial, which
would have subjected the insured to the possibility of having
a judgment rendered against him in excess of the coverage,
unless the insured contributed to a settlement to be made
within the limits of the policy
The Court decided the
insured had no cause of action for the amount contributed
by him to the settlement.
At the opposite end of the spectrum appears an absolute
duty to settle.
From time to time it has been argued that
since the insurer has control over the settlement of claims
there is an implied obligation that he accept all offers to
settle within the coverage of the policy or be held absolutely
liable for the excess of any and all judgments exceeding
the policy limits.
This contention has met with little or
no success. 5
An obligation to use care is ordinarily imposed by law
upon all who undertake a service.6
As concerns liability
the Court in Douglas v United States Fid. & Guar
Co., 7 stated:
"
it seems to be admitted in all the cases that
the insurer must act in good faith.
The liability
is said to arise out of the control the insurer has
and exercises over the whole defense."
3.

Kleinschmit v. Farmers Mut. Hail Ins. Ass'n. of Iowa, 101 F.2d 987 (8th

Cir. 1939)

4.

Auerbach v. Maryland Cas. Co., 236 N.Y. 247, 140 N.E. 577 (1923).

97 Misc. 7, 160 N.Y.S. 1041 (1916).

5. Noshey v. American Auto. Ins. Co., 68 F.2d 808 (6th Cir. 1934)
Kingan
& Co. v. Maryland Cas. Co., 65 Ind. App. 301, 115 N.E. 348 (1917)
Wisconsin
Zinc Co. v. Fidelity & Deposit Co. of Maryland, 162 Wis. 39, 155 N.W 1081
(1915).

6.

Burnham v. Stillings, 76 N.H. 122, 79 Ati. 987 (1911).

induced by undertaking any service for another is a
tion to create a duty in the performance of It."
7.
81 N.H. 371, 127 At. 708, 711 (1924).

"The confidence

sufficient legal considera-
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Generally the courts have followed the rule that an insured
can recover the excess of a judgment above the policy
limits if the insurer is guilty of fraud or bad faith in failing
to settle."
Liability is usually predicated upon tort; the
rationale being that the insurer has exclusive control of
the litigation. 9
Seemingly, the courts have experienced
some difficulty in fixing a test for the degree of consideration the insurer must give the insured's interests in order
to meet its legal obligation.
Various standards have been
adopted.
There are cases which hold that an insurer may
give primary consideration to its own interests. 10
The protection of the insured has been said to be the important
consideration in other cases."
A compromised position
has arisen in other jurisdictions which have held that an
insurer must give equal thought to the protection of both
the insured and insurer 12 The majority of the courts have
taken the latter position."
There is disagreement among
the courts as to whether or not negligent conduct alone,
without bad faith, is sufficient to establish liability '4
Those
courts relying solely upon negligence usually justify it on
an agency theory 1
BAD

FAITH REFUSALS

To

SETTLE

Bad faith on the part of the insurer is said to exist
when "the insurer intentionally disregards the financial
interests of the insured in the hopes of escaping the full
responsibility imposed upon him by the policy ",16
This
8. Christian v. Perferred Ace. Ins. Co., 89 F Supp. 888 (N.D. Cal. 1950)
Best Bldg. Co., v. Employers' Liab. Assur. Corp., 247 N.Y. 451, 160 N.E.
911 (1928)
Berk v. Milwaukee Auto. Ins. Co., 245 Wis., 597, 15 N.W.2d 834
(1944).
9. Southern Fire & Cas. Co. v. Norris, 36 Tenn. App. 567, 250 S.W.2d
785 (1952). But see Brown v. Guarantee Ins. Co., 155 Cal. App. 2d 679, 319
P.2d 69 (1957).
10. Wisconsin Zinc Co., v. Fidelity & D. Co., 162 Wis. 39, 155 N.W 1081
(1916)
Hilker v. Western Auto. Ins. Co., 204 Wis. 1, 235 N.W 413 (1931).
11. Tyger River Pine Co. v. Maryland Cas. Co., 107 S.C. 286, 170 S.E. 346
(1933).
12. American Fid. & Cas. Co. v. G. A. Nichols Co., 173 F.2d 830 (10th Cir.
1949)
National Mut. Cas. Co. v. Britt, 203 Okl. 175, 200 P.2d 407, 218 P.2d
1039 (1948).
13. American Fid. & Cas. Co. v. G. A. Nichols Co., 173 F.2d 830 (10th Cir.
1949)
Farmers Ins. Exch. v. Henderson, 82 Ariz. 335, 313 P.2d 404 (1957)
Boerger v. American Gen. Ins. Co. of Minn., 257 Minn. 72, 100 N.W.2d 133
(1959)
Cowden v. Aetna Cas. & Sur. Co., 389 Pa. 459, 134 A.2d 223 (1957).
14. Dalrymple v. Alabama Farm Bureau Mut. Ins. Co., 267 Ala. 416, 103
So. 2d 711 (1958), (where the court held negligent conduct alone to be sufficient).
But see Georgia Cas. Co. v. Mann, 242 Ky. 477, 46 S.W.2d 777 (1932), (where
the court held negligence without bad faith to be insufficient)
15. Waters v. American Cas. Co. of Reading, Pa., 261 Ala. 252, 73 So. 2d
524 (1954), (by implication).
16. Johnson v. Hardware Mut. Cas. Co., 109 Vt. 481, 1 A.2d 817 (1938).
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definition is supported by decisions in many other jurisdicA primary reason for the adoption of the bad
tions. 1 7
faith test as opposed to the negligence test is said to be
that many reasonable persons would think it wise to settle
rather than to take chances on a jury, even though chance
If the negligence test were adopted
of recovery is slight.:,
the insurance companies would be forced to determine at
their own peril whether juries would believe their witnesses
9
Justice Clay
as opposed to the witnesses of the plaintiff.
e 1 o q u e n t 1y expressed this feeling in Georgia Cas. Co. v
Mann20 when he stated:
"The gift of prophecy has never been bestowed on
ordinary mortals, and as yet their vision has not
reached such a state of perfection that they have the
power to predict what will be the verdict of the jury
on disputed facts in a personal injury case."
Many factors are taken into consideration in determining
When an insurer bases his
the bad faith of an insurer
refusal to settle upon an honest belief that the action could
be defeated or the judgment held within the policy limits,.
he is not liable even though he was mistaken in arriving
However, when an insurer has an opat his decision. 21
portunity to settle within the limits of the policy he must not:
refuse to settle if he knows that there is no more than a
50-50 chance of winning and that the verdict will undoubtedFurthermore, bad faithL
ly exceed the policy coverage. 22
is most easily shown when the injuries of the plaintiff are
any verdict is likely to greatly exceed'
of such severity 2that
3
the policy limits.
The mere failure of the insurer to notify the insured
that the injured party is willing to satisfy a larger judgment against an insured for an amount equal to or less
than the limits of the policy is not in and of itself sufficient
Fairlure to do so, however, may be
to allow recovery 24
17. Ibid.
18. Best Bldg. Co., v.
(1928).
911
N.E.
Ibid.
19.
20.
21.
22.
23.
24.

Employers'

Liab. Assur. Corp., 247 N.Y. 451,

160.

242 Ky. 477, 46 S.W.2d 777, 779 (1932).
Henke v. Iowa Home Mut. Cas. Co., 250 Iowa 1123, 97 N.W.2d 168 (1959)..
Ibid.
Harris v. Standard Acc. & Ins. Co., 191 F Supp. 538 (S.D. N.Y. 1961).
Norwood v. Travelers Ins. Co., 204 Minn. 595, 284 N.W 785 (1939).
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25
Consome evidence of the insurer's lack of good faith.
excess
probable
where
that
held
versely, it has been
liability is involved the insurer must make a diligent effort
to ascertain the facts and must inform the insured of them,
as well as any settlement offers that may affect him, so
26
The
that the insured may protect his own interests.
good
if
insurer must pay the full amount of the policy
27
To r e 1 i e v e
faith and diligence require him to do so.
the insurer of liability on the basis of lack of cooperation,
any inconsistencies in statements made by the insured must
have been made in bad faith, be material in nature, and
Evidence of good faith on the part
prejudicial in effect. 28
record of good
of the insurer may be shown by a past
2 9
faith in the handling of similar claims.

In summation it can be said:
Good faith implies honesty, fair dealing and full
Bad faith implies dishonesty, fraud,
revelation.
Neither mistaken judgment nor unconcealment.
reasonable judgment is the equivalent of bad faith
As a consequence, liability upon the part of the
insurer for refusal to accept an offer of settlement
may not be predicated upon its failure to correctly
30
predict the outcome of the action it is defending.But failure to exercise good faith does exist when the in2
surer unreasonably refuses to accept a proposed settlement. '
SETTLEMENTS NEGLIGENTLY REFUSED

There are courts which have rejected the rule that the
recovery of excess judgments is limited to a showing of bad
faith and have held that there is liability where negligence,
3 2
The court
in rejecting a compromise offer, is proven.
25. Murach v. Mass. Bonding and Ins. Co., 339 Mass. 184, 158 N.E.2d 338
(1959).
26. Ivy v. Pacific Auto. Ins. Co., 156 Colo. App. 2d 652, 320 P.2d 140 (1958).
27. Aiford v. Textile Ins. Co., 248 N.C. 224, 103 S.E.2d 8 (1958).
28. State Auto. Ins. Co. v. York, 104 F.2d 730 (4th Cir. 1939), cert. densed,
308 U.S. 591 (1939).
29. Berk v. Milwaukee Auto. Ins. Co., 245 Wis. 597, 15 N.W.2d 834 (1944).
30. Davy v. Public Nat'l. Ins. Co., 181 Cal. App. 2d 387, 5 Cal. Rptr. 488,
492-493 (1960).
31. Id. at 488.
32. Ballard v. Ocean Acc. & Guar. Co., 86 F.2d 449 (7th Cir. 1936), Dalrymple
v. Alabama Farm Bureau Mut. Ins. Co., supra note 14.
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stated in G. A. Stowers Furniture Co. v American Indem.
3
Co. 3 "
"The provisions of the policy giving the indemnity
company absolute and complete control of the litigation, as a matter of law, carried with it a corresponding duty and obligation, on the part of the
indemnity company to exercise that degree of care
that a person of ordinary care and prudence would
exercise under the same or similar circumstances,
and a failure to exercise such care and prudence
would be negligence on the part of the indemnity
company "
Furthermore, the court in Dumas v Hartford Acc. & Indem. Co., 34 stated that it was not contributory negligence
on the part of the insured to have failed to pay the difference
between what the plaintiff asked and what the insurance
Likewise, the failure of an insured
company had offered.
to demand the acceptance of an offer by the plaintiff to
settle is no defense to the insurer 85
An insurer who assumes the duty of defending claims
against the assured owes the assured party the duty of
36
settling the claim if that is the reasonable thing to do.
If the probability of harm is of such a degree that ordinary
men would take precautions to avoid it, then failure to do
The surrounding facts, circumstances
so is negligence. 37
and the seriousness of the plaintiff's injury or injuries are
material factors to be considered when determining the
question of negligence. 33 Testimony to the effect that it
was the rule of the insurance company never to make a
settlement for more than one-half of the amount of the policy
0 n t he
is also admissible on the issue of negligence.3 9
33. 15 S.W.2d 544, 547 (rex. Com. App. 1929). This statement was quoted
In Highway Ins. Underwriters v. Lufkin-Beaumont Motor Coaches, 215 S.W.2d
904, 927 (Tex. Civ. App. 1948).
34. 94 N.H. 484, 56 A.2d 57 (1948).
35. Highway Ins. Underwriters v.. Lufkin-Beaumont Motor Coaches, supra
note 33.
36. Tyger River Pine Co. v. Maryland Cas. Co., 170 S.C. 286, 170 S.E. 346
(1933).
37. Dumas v. Hartford Acc. & Indem. Co., 94 N.H. 484, 56 A.2d 57 (1948).
38. G. A. Stowers Furniture Co. v. American Indem. Co., 15 S.W.2d 544
(Comm. App. Tex. 1929).
39. Ibid.

86
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other hand, evidence of good faith may be shown by con40
ducting a proper defense with competent counsel.
At first glance the negligence test appears to be more
liberal than the bad faith test, but there is evidence that
more verdicts are rendered for plaintiffs when the case is
tried upon a bad faith theory than when tried upon the
negligence theory 4'
Also, most jurisdictions in applying
the good faith test allow consideration to be given to the
negligence of the insurer in determining whether the insurer
conducted settlement negotiations in good faith.4 2 To establish liability the modern trend seems only to require that
43
the insurer be found negligent in his failure to settle.
DAMAGES AND CAUSE OF ACTION

As already mentioned, when an insurer fails to exercise
due care or good faith in conducting settlement negotiations
he has breached his duty and may be held liable for a
judgment exceeding the policy limits. 4 4
Some early decisions held that before the insured could collect from the
insurer he was obligated to pay the judgment.4 5 The more
recent cases and the present day majority view is that in
cases of bad faith the insured has a cause of action even
though he has not paid.4 6
This applies to cases concerning
negligent conduct as well.4 7
Therefore, it is immaterial
whether the insured has made arrangements to pay the
expenses incurred from the excess judgment, provided that
48
a legal liability to pay them does exist.
There is no actual or justiciable controversy between
a judgment creditor and a liability insurer whereby the
40.
Farmers Gin Co. v. St. Paul Mercury Indem. Co., 186 Miss. 747, 191 So.
415 (1939).
41. APPLEMAN, INSURANCE LAW AND PRACTICE § 4712.
42.
American Fid. & Cas. Co. v. Greyhound Corp., 258 F.2d 709 (5th Cir.
1958) accord, Hilker v. Western Auto. Ins. Co., 204 Wis. 1, 235 N.W 413 (1931).
43.
Insurance-InsurerLiable For Bad Faith Or Negligent Failure To Settle
Within the Policy Limits, 15 ARK. L. REV. 401 (1960-61)
44.
Alabama Farm Bureau Mut. Cas. Ins. Co. v. Dalrymple, 270 Ala. 119, 116
So. 2d 924 (1959)
Brown v. Guarantee Ins. Co., 155 Cal. App. 2d 679, 319 P.2d
69 (1957).
45. Dumas v. Hartford Acc. & Indem. Co., 92 N.H. 140, 26 A.2d 361 (1942)
Universal Auto. Ins. Co. v. Culberson 126 Tex. 282, 86 S.W.2d 727 (1935). The
rationale being that as long as the insured had not paid out anything he had
suffered no harm for which there could be redress.
46.
Henke v. Iowa Home Mut. Cas. Co., 250- Iowa 1123, 97 N.W.2d 168 (1959)
Schwartz v. Norwich Union Indem. Co., 212 Wis. 593, 250 N.W 446 (1933).
47.
Cavanaugh v. General Acc., Fire & Life Assur. Corp., 79 N.H. 186, 106 Atl.
604 (1919).

48.

Schwartz v. Norwich Union Indem. Co., supra note 46.
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judgment creditor could recover damages for a refusal to
The cause of action, however, may be assigned
settle.4 9
Testimony by the insured that he has
by the insured."
no property out of which the injured party plaintiff may
satisfy his judgment will not prevent the insured from winIn its final determination the question of
ning his case.5 '
negligence or good faith must be submitted to the jury if
there is room for a difference of opinion as to what the
insurer should have done.5"
When an insurance company violates its agreement to
defend the insured and the insured is compelled to employ
counsel for that purpose, he can recover the cost of such
There is also authority that no such fees
attorney fees.5 3
are recoverable when incurred for the purpose of protecting
the insured's interests in a dispute with the company 5
Going even further in holding the insurer liable the court
in Farmers Ins. Exch. v Henderson55 held that the insurer
was not only liable for the amount of the judgment above
the policy limits, but was also liable for the destruction of
the insured's business which was levied upon to satisfy the
As a climax to the extention of liability
excess judgment.
and coverage the court in Henke v Iowa Home Mut. Cas.
Co. 56 found that the estate of the deceased insured was not
limited in recovery to an amount equal to that in the hands
of the administrator but that the measure of damages was
the balance of the two unpaid judgments against the insured
plus the expenditures made in defending the corresponding
suits.
CONCLUSION

Generally, a judgment creditor has no cause of action
49. Wessing v. American Indem. Co., 127 F Supp. 775 (W.D. Mo. 1955)
Duncan v. Lumbermen's Mut. Cas. Co., 91 N.H. 349, 23 A.2d 325 (1941). No
justiciable controversy exists because of the absence of any duty owed by the
insurer to the judgment creditor. Contra, Lemons v. State Auto. Mut. Ins. Co.,
171 F Supp. 92 (E.D. Ky. 1959).
50. Comunale v. Traders & Gen. Ins. Co., 50 Cal. 2d 654, 328 P.2d 198 (1958).
The assignee was the judgment creditor.
51. Fire & Cas. Co. v. Norris, 35 Tenn. App. 657, 250 S.W.2d 785 (1952). Of.
Brown v. Guarantee Ins. Co., 155 Cal. App. 2d 679, 319 P.2d 69 (1957).
Highway Ins. Underwriters v. Lufkin-Beaumont M. Coaches, 215 S.W.2d
52.
J. Sprang Baking Co. v. Trinity Universal Ins. Co..
904 (Tex. Civ. App. 1948)
45 Ohio L. Abs. 548, 68 N.E.2d 122 (1946).
53.
Christian v. Perferred Ace. Ins. Co., 89 F Supp. 888 (N.D. Calif. 1950).
54. Traders & Gen. Ins. Co. v. Hicks Rubber Co., 140 Tex. 586, 169 S.W.2d
142 (1943).

55.
56.

83 Ariz. 335, 313 P.2d 404 (1957).
250 Iowa 1123, 97 N.W.2d 168 (1959).

NORTH DAKOTA LAW REVIEW

[Vol. 40

As a result the courts are often reagainst the insurer
quired to hear three cases: (1) the original action, (2) an
excess judgment action, and (3) an action by the judgment
From these situations difficreditor against the insured.
culties may develop where the insured, who may very well
be judgment proof, agrees with the insurer not to bring an
This would prevent recovery by
excess judgment action.
the judgment creditor unless he could prove such fraudulent
A possible solution to this problem might be to
conduct.
declare the judgment creditor the proper party plaintiff and
allow him to sue the insurer in his own right.
The distinctions made by jurisdictions between negligent
and bad faith failures to settle appear to be somewhat superficial in light of the fact that those jurisdictions which have
adopted the bad faith test do consider negligence as a factor
The fear that
in determining the existence of bad faith.
the negligence test would allow juries to easily find against
insurance companies has been proven unfounded in that a
greater number of excess judgments have been given under
The reasons
the bad faith than under the negligence test.
The liability under the negligence
are far from clear
cases may not have been as obvious as those founded upon
bad faith and rightfully so, since one who grasps for the
negligence straw would normally do so as a last resort.
It is suggested that an adoption of the negligence test,
if it accomplished no more, would greatly encourage settlements by insurance companies.
DUANE BREITLING

